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Highlights 


Year Ended Year Ended Period Ended 
December 31, 2006 December 31, 2005 December 31, 2004 


Financial (thousands of Cdn $, except share and per share amounts) 


Petroleum and natural gas revenues (net) 
Funds flow from Operations 
Net loss 
Capital expenditures 
Working capital surplus 
Common shares outstanding (#) 
Basic 
Diluted 
Weighted average 
common shares outstanding 
Basic 
Diluted 
Share trading ($/Share) 
High 
Low 
; |; (Close 
Operations 


Production 
Crude oil (bbls/d) 
Natural gas liquids (bbls/d) 
Natural gas (mcf/d) 
Boe/d (6:1) 
Average reference price 
WTI (US$ per bbl) 
Brent (US$ per bbl) 
AECO (Cdn$ per mcf) 
Average selling price 
Crude oil (Cdn$ per bbl) 
Natural gas liquids (Cdn$ per bbl) 
Natural gas (Cdn$ per mcf) 


The above table includes non-GAAP measures, which may not be comparable to other companies. See MD&A for further discussion. 
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There is nothing like success in a hot exploration play to delight 
stakeholders and our first oil discovery in Libya at the end of 2006 
capped off a year of great progress for Verenex. It’s my pleasure, therefore, 
to put this early exploration success into perspective and to describe how 
we are in excellent shape to build on this strong foundation. 


When we founded Verenex in 2004, we created a straightforward vision 
for the Company: to grow Verenex into a top performing, Canada-based, 
international E&P company. To measure this, we set a target to achieve 
an average 5-year NAV per share growth rate of 25-30% per year. Our 
belief is that if we can deliver this growth rate in underlying value, we 
will continue to be able to attract the necessary capital and shareholder 
support to build a successful company. 


To deliver on these targets, we successfully expanded our exploration 
portfolio from France to Libya where we are confident we can apply 
our particular experience and capabilities to an area with world-class 
undiscovered oil potential. 


At this stage of our corporate evolution, we remain essentially an 
exploration company. Accordingly, early value growth will be created by 
drilling successful, high impact exploration wells. 


So far, our results have met or exceeded our expectations. 
Financial Performance 


From a share price perspective, we have rewarded shareholders with a 
67% compound annual growth rate in share price from our initial listing 
price of $2.50 in July 2004 te $9.37 at the end of February 2007. 
Share price growth in 2006 was 108% compared to 1% for the S&P/TSX 
Capped Energy Index. 


Since mid-2004, we have raised $90 million in capital in three equity 
financings at successively higher prices of $2.50, $3.20 and $6.40 per 
share to fund exploration programs in Libya and France. In the process, 
we have attracted a strong investor following and have expanded our 
reach to capital markets in Canada, the United States and Europe. 


We remain in excellent financial shape, ending 2006 with a working 
capital surplus of $40.6 million and no debt. 


For many investors, Verenex is seen as an attractive pure play in Libya, 
one of the hottest oil exploration areas in the world on the doorstep 
of Europe. The barriers to entry for small cap companies in Libya are 
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very high and the playing field is dominated by large international oil 
companies and national oil companies from around the world. Verenex 
is in the unique position of being the smallest operator in Libya with the 
opportunity to create a meaningful growth rate in value from its Libyan 
operations. The early results are very encouraging. 


(a | 
| 

VNX Share Performance 

250% 
A | 

200% 2006 YEAR HIGH: $ 6.99 Ind 
150% 2006 YEAR LOW: > 3.00 | 


100% ia V 
500% A se eons 
pete Yo 


Jun-06 


Jan-06 Mar-06 Sep-06 Dec-06 Feb-07 


—~ VNX Shares 
—~ S&P/TSX Capped Energy Index 


© $6.69 at Year End 


< 


Operational Performance 


As a small company, we are motivated to create value quickly and we 
were able to outpace all of the new entrants to Libya from the First Bid 
Round to deliver an impressive oil discovery in less than two years at our 
first exploration well. Our credibility in Libya has been firmly established. 


In delivering this exploration success, we demonstrated our ability to be 
tactically nimble and to execute safely and cost effectively, underpinned 
by rigorous technical analysis. We are confident that this early success 
is repeatable. 


The path to exploration success in Libya began soon after winning 
exploration rights in January 2005 to Area 47 (50% Verenex), a 
1.5 million acre contract area (gross) in the Ghadames Basin. As a result 
of building a cooperative relationship with an offset Libyan operator, 
we were able to secure a seismic crew, which was already contracted 
to this operator, in a very tight market. This enabled us to carry out an 
extensive 3D and 2D seismic acquisition program in 2006 which more 
than fulfilled the minimum requirement under the Area 47 contract. The 
new seismic nearly doubled our prospect and lead inventory to more 
than 45 opportunities. 


In parallel with advancing the seismic program, we moved confidently 
in April 2006 to secure two drilling rigs under long term contracts, 
despite tough international competition, and followed this up with 
a similar contract for a service rig in August 2006. We also ordered 
casing and tubing for six wells, recognizing the potential for long delivery 
timelines. Some measured financial risk was taken in making these early 
commitments but the reward has been our ability to expedite drilling in 
2006 and to ramp up to a two rig program by the third quarter of 2007. 
This will facilitate maximum resource capture within the tight 5-year 
exploration and appraisal window under the contract for Area 47. 
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These early commitments enabled us to spud our first 11,550 
foot exploration well A1-47/02 at the end of September 2006. We 
successfully drilled, logged and cored the well in 87 days, on time and 
within budget. Initial production testing of the well in January 2007 
yielded a rate of 5,172 barrels of oil per day (gross) from one interval, 
alone, in the lower Acacus Formation, confirming it as a world-class light 
sweet crude oil discovery. Additional testing of other intervals in the lower 
Acacus Formation has added to this rate and aggregate results will be 
released once approved by the Libyan National Oil Corporation (“NOC”). 


We are also proud of the fact that the NOC has trumpeted the A1-47/02 
oil discovery as the first by companies awarded blocks in the First 
Bid Round. The NOC Chairman also singled out the Verenex success 
as validation of the NOC’s strategy to enable smaller companies 
to participate in transparent, competitive tendering for exploration 
rights given their motivation to execute more quickly than many 
larger companies. 


Looking ahead to the coming year, we plan to increase spending in Libya 
from $19 million (net Verenex) in 2006 to as much as $52 million in 
2007. The planned 2007 program includes up to six wells, a workover 
and production test on an existing oil discovery well and additional 3D 
seismic to expand and mature our prospect and lead inventory. 


In 2007, we plan to carry out a third party assessment of contingent 
and prospective resources in Area 47 that will incorporate our growing 
knowledge base from well results, seismic, satellite imagery and new 
structural and stratigraphic studies. 


In France, we matured a high impact offshore exploration play to the 
drill-ready stage on the Aquitaine Maritime Permit (50% Verenex) in the 
Bay of Biscay through funding our share of a new 3D and 2D seismic 
acquisition program in 2005. This facilitated the process of securing a 
farm-in partner in late 2006 to fund our 50% share of the costs (up to 
US$17 million) to test this play with the drill-bit in 2007. We will dilute 
Our participating interest to 22.5% for this free carry on a high risk, high 
reward well on the Orca prospect. 


We also took steps to monetize the value of our 95% interest in two oil 
wells in France through a sale to Vermilion for $3.5 million, effective 
July 1, 2006. These wells are not material to Verenex and are currently 
producing 50 to 60 barrels of oil per day (net). The sale is expected to 
close in the second quarter of 2007, subject to regulatory approvals. 


The results we achieved in 2006 would not have been possible without 
the hard work and dedication of the entire Verenex team including 
employees, management and directors. | would like to thank each of 
them for their continued commitment to the success of Verenex. | would 
also like to recognize the valued contribution of our contractors who 
enabled us to execute so successfully in 2006. 


Finally, | would like to thank our shareholders for their ongoing support and 
continued confidence in providing additional funding in December 2006. 


The best is yet to come. 


anne 


James D. fh 


President & Chief Executive Officer 
March 1, 2007 
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ODE Rig 28 Crew 


Review of Operations 


Verenex currently holds upstream oil and gas assets in Libya, France 
and Canada. The Company has a 50% working interest and operates 
Area 47 in the Ghadames Basin in Libya which is in the early stages of 
exploration. In France, Verenex holds beneficial interests ranging from 
31.67% to 95% in various properties in the Paris and Aquitaine basins 
operated by the French affiliate of Vermilion Energy Trust (“Vermilion”) 
and a third party, including a 95% beneficial interest in two oil wells. In 
Canada, Verenex has a 25% gross overriding royalty on certain properties 
in the Bottrel area of Alberta (“the Bottrel GORR”). Verenex acquired the 
French interests and Bottrel GORR from Vermilion when the Company was 
founded in mid-2004 in exchange for cash and shares. Vermilion is the 
largest shareholder in Verenex, holding 45.4% of shares outstanding. 


Verenex is essentially an exploration company at this stage of its 
development with a world-class exploration portfolio in Libya and 
offshore France. The Company's oil and gas production is nominal and 
averaged 163 barrels of oil equivalent per day (net) in 2006 from two oil 
wells in France and the Bottrel GORR. 


Libya 


Area 47 


In January 2005, Verenex participated in Libya’s First Bid Round and 
submitted the winning bid to explore for oil and gas in Area 47, a 
6,182 square kilometre block in the Ghadames Basin in northwest 
Libya. Verenex is the operator with a 50% working interest and Medco 
International Ventures Limited (“Medco”) holds the remaining 50%. 
Verenex and Medco signed the Exploration and Production Sharing 
Agreement (“EPSA’) with the Libyan National Oil Corporation (“NOC”) 
on March 12, 2005. The EPSA was subsequently ratified by the Libyan 
Government with an effective date of March 30, 2005. 


The winning bid for Area 47 was based on a Production Allocation (“PA”) 
to the contractor group (Verenex and Medco) of 13.7%, with a signature 
bonus of US $250,000. The PA is the share of any future production 
from the area that is allocated to the contractor group (free of all taxes 
and royalties) from which the contractor group recovers its share of all 
capital and operating costs, including the 100% funded exploration and 
appraisal costs and its share of future development costs under the EPSA 
terms. The signature bonus was paid when the EPSA was approved and 
is not cost recoverable. 


The EPSA sets out the required minimum work program during the 
initial 5-year exploration and appraisal period and defines the terms for 
development, during a 25-year exploitation period, of any commercial 
discoveries made during the initial 5-year period. 


Under the terms of the EPSA for Area 47, Verenex and Medco are required 
to acquire new seismic consisting of 1,000 kilometres of 2D and 200 
square kilometres of 3D, and drill three new field wildcat exploration wells 
during the 5-year exploration and appraisal period. All costs during this 
period, including the minimum commitment program and any additional 
seismic and drilling, will be borne 100% by Verenex and Medco. 


Area 47 Prospectivity 


The Company believes Area 47 is highly prospective from both an 
exploration and exploitation perspective given that several appraisal 
drilling opportunities on existing oil and gas discoveries have been 
identified. A robust inventory of more than 45 exploration prospects and 
leads has been developed based on vintage 2D seismic and well data 
that was made available by the NOC together with Verenex drilling results 
and new 3D and 2D seismic data acquired in 2006. This warrants gearing 
up for an aggressive drilling program to maximize resource capture in 
the initial exploration and appraisal phase of the EPSA contract which 
expires in March 2010. 


2006 Work Program and Budget 


In 2006, US $33.8 million (gross) (Cdn $19.3 million net Verenex) was 
invested in the following work program for Area 47: 


> 480 square kilometres of 3D seismic and 1,708 kilometres of 
2D seismic; 


> Drilling and completion of one exploration well A1-47/02; 
> Drilling and completion of two water wells and a workover on a third; and 
> Casing and tubing inventory for six wells. 


Actual expenditures were less than the original 2006 budget of US 
$48 million (gross) (Cdn $29 million net Verenex) approved by the Area 
47 Management Committee (“Area 47 MC”) in December 2005 due 
primarily to: 


> Deferral of three exploration wells due to delays in securing drilling 
rigs; and 


> Deferral of a workover and production test on the suspended oil 
and gas discovery well A1-NC3A due to regulatory delays (NOC 
approval pending). 
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Libya team 

Left to right (back row): Abdulrahman Seddiq, Subhan Bumi, 
Abeer Mrabet, Majda Abughrara, Kawla Otman, Akram Sassi, 
Jim McMurdo, Djoko Kirono, Ismail Bhilil, Ali Nwir, Riada Barka 
(front row) Don Shepherd, Mahfud Elbeshti, Chris Hinks 
Missing: Lyle Martinson, Paul Mazzoli, Aladdin Misrati, 


Milood Rhouma, Waleed Helaila 


In December 2005, a contract was awarded to Arab Geophysical 
Exploration Services Company (“AGESCO”) to carry out the budgeted 
seismic acquisition program in Area 47 consisting of 480 square 
kilometres of 3D and 1,500 kilometres of 2D seismic. The 2D 
program was subsequently expanded to 1,708 kilometres and the 
acquisition phase for the entire 2006 seismic program was completed 
in October 2006. This seismic program more than satisfied the minimum 
commitment program. The new seismic expands the prospect and lead 
inventory and will facilitate future commerciality negotiations on existing 
discoveries and prospects. 


The Company awarded a contract for casing and tubing for four wells 
in late February 2006 to a supplier who 
could provide in-stock material to remove 
this procurement step as a potential critical 
path item. Delivery of the materials to ; 
Libya started in the second quarter of 1 
2006 and was completed in the third \ 
quarter. Equipment for an additional two 
wells was ordered in the third quarter of | 0y | 
2006 for delivery in the first half of 2007. [9 0 eu 


In April 2006, the Company awarded long got 
term contracts for two drilling rigs for Libya MALL 
to Oil Drilling & Exploration (Borneo) Pty ie 
Limited (“ODE”) for their Rig 28 and to KCA 

DEUTAG Drilling GmbH (“KCA DEUTAG”) for their Rig T-19. 


ODE Rig 28 arrived in Libya in July 2006. It has drilled two wells in Area 
47 and is expected to spud a third well in April 2007. 


Rig 1-19 arrived in Libya in January 2007 after being newly constructed 
in Dubai. The rig has been assigned by the Company to another operator 
to drill a well in southeast Libya. The Company expects to commence 
drilling in Area 47 with this second rig early in the third quarter of 2007. 
This assignment arrangement provides Verenex with additional time to 
grow the drill-ready prospect inventory in Area 47 and to incorporate 
geological and operational lessons learned from drilling three wells with 
ODE Rig 28. Verenex has the option to extend the Rig T-19 assignment 
agreement for one or two additional wells provided such an extension is 
requested by the assignee. 


The Company also entered into a similar long term contract in August 
2006 with an affiliate of KCA DEUTAG for Service Rig 32 that is being 
used to complete and test new wells and to carry out other well work in 
Area 47. 
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A1-47/02 Oil Discovery 


In July 2006, the Company received approval from the NOC to drill its 
first exploration well named A1-47/02 in the southern part of Area 47. 
The A1-47/02 well qualified as the first of three commitment wells 
under the EPSA for Area 47. The well was designed to test the crest of a 
structure defined with 3D seismic shot by Verenex in the first quarter of 
2006. It offsets a well (B1-70) drilled by Shell in 1962 approximately 
1.2 kilometres to the northwest that found hydrocarbons in the Lower 
Acacus Formation in a flank position on the structure. The primary target 
in the well was the Lower Acacus Formation with a secondary target in 
the deeper Memouniat Formation. 


The A1-47/02 well commenced drilling on September 29, 2006. The 
well was drilled, logged, cored and cased in 87 days, on-time and within 
budget, and the rig was released on December 25, 2006. Final depth 
was 11,550 feet in the Memouniat Formation. 


Production testing in January and February 2007 with KCA DEUTAG 
Service Rig 32 confirmed that A1-47/02 is a significant light sweet crude 
oil discovery. Tests in the lower Acacus Formation on one 82-foot interval, 
alone, yielded a flow rate of 5,172 barrels per day (gross) of light oil 
(47° API gravity). 


On February 6, 2007, the NOC announced that the A1-47/02 well is the 
first discovery on exploration blocks awarded at the First Bid Round in 
January 2005. 


Testing has been completed on several other intervals in the A1-47/02 
well and aggregate flow rates will be released once NOC approval 
is received. 


Planned 2007 Program 


In October 2006, the NOC exploration department and Area 47 MC 
approved a 2007 work program and budget of up to US $91 million 
(gross) for Area 47 consisting of: 


> Drilling and testing of up to six exploration and appraisal wells; 


> Acquisition of up to 585 square kilometres of 3D seismic as part 
of a planned 1,000 square kilometre program in 2007 and 2008; 
and 


> A workover and production test on the A1-NC3A well carried over 
from 2006. 


The ultimate extent of operations in 2007 will depend on several factors, 
including well results, logistics and regulatory approvals. 


The Company's second exploration well named B1-47/02 was approved 
by the NOC in December 2006 as the second of three commitment wells 
under the EPSA. 


The B1-47/02 well commenced drilling on January 12, 2007 and the 
rig was released on March 15. Final depth was 11,030 feet in the 
Memouniat Formation. The well was drilled, logged, cored and cased in 
62 days compared to a target of 85 days. An extensive wireline logging 
and formation evaluation program was completed on the well and based 
on encouraging results, the well will be production tested starting in late 
March 2007. 


The Company has received approval for a third new field wildcat 
exploration well C1-47/02, which is expected to spud with ODE Rig 28 in 
early April 2007. This is the third and final minimum commitment well. 


The Company expects to commence its 2007 3D seismic acquisition 
program in June 2007 utilizing a crew from AGESCO, the same seismic 
contractor utilized by the Company in 2006. Under a contract extension 
negotiated in November 2006, the Company has the option to employ 
an AGESCO crew for up to 1,000 square kilometres of 3D and 200 
kilometres of 2D seismic acquisition in 2007 and 2008. 


Organization 


The Company established an operational office in Tripoli in 2005 which 
by year-end 2006 had a complement of 18 people, including six 
expatriates and 12 Libyans. The expatriates include a resident General 
Manager, Drilling and Operations Manager and Drilling and Completions 
Superintendent (all internationally experienced Canadians). 


France 


Exploration Permits 


Pursuant to certain agreements between Vermilion and Verenex and 
their wholly-owned affiliates in France (Vermilion REP SAS (“VREP”) 
and Vermilion Exploration SAS (“VEX”), respectively), Verenex holds 
participating interests ranging from 31.67% to 95%, representing 
561,557 net acres. These are in the form of one offshore and four 
onshore exploration permits. 


Vermilion also granted Verenex the right to drill two infill wells, each with 
a 95% participating interest, in the Parentis concession, a producing oil 
field in southwest France. 


In October 2006, the Company announced that VEX had entered an 
agreement with VREP for the sale of VEX’s 95% participating interest in 
the Marvilliers permit, including the St. Lazare 2H well, and two drilling 
spacing units in the Parentis Concession, including the Parentis 222H 
well, for Cdn $3.5 million. The transaction will be effective July 1, 2006. 
Closing of the sale is subject to all necessary regulatory approvals. 


In December 2006, VEX entered into an agreement with a third party 
to farm-out 27.5% of its beneficial interest in the Aquitaine Maritime 
exploration permit to fund its 50% share of an exploration well in 2007 
and thereby retain a 22.5% beneficial interest. 
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If both of the above transactions proceed as planned, the Company’s 
net participating interests in the exploration permits will decrease from 
561,557 to 432,784 net acres. 


2006 Work Program and Budget 


Verenex invested Cdn $0.6 million (net) in France in 2006, primarily 
for seismic interpretation and farm-out related expenditures on the 
Aquitaine Maritime permit. 


Onshore Producing Operations 


In 2006, the Company produced an average of 90 barrels of oil per 
day (net) from two wells in France, St. Lazare 2H and Parentis 222H, 
which were drilled in late 2004. Production in France was not recognized 
until the fourth quarter of 2005 after remedial work was completed on 
the St. Lazare 2H well and testing in both wells confirmed commercial 
production. Oil production declined from 123 barrels of oil per day in 
the fourth quarter of 2005 to 56 barrels of oil per day in the fourth 
quarter of 2006 due primarily to increased water production and lower 
oil production at the St. Lazare 2H well. 


The disappointing performance from these two wells resulted in an 
indefinite deferral of follow-up drilling in the Marvilliers permit and the 
Parentis concession and led the Company to seek ways to monetize the 
remaining value from these wells. 


Aquitaine Maritime Offshore Permit 


VEX has a 50% participating interest (VREP holds the other 50% and 
is the operator) in the 1,200 square kilometre Aquitaine Maritime 
offshore exploration permit. This permit is located in the Bay of Biscay 
approximately 45 kilometres off the coast of southwest France on the 
same exploration fairway as the northern edge of the proven onshore 
Parentis Sub-Basin. 


The Aquitaine Maritime permit is located within a large, lightly explored 
area of approximately 2,400 square kilometres in water depths up to 
250 metres. Areas of prime interest on the permit are located at water 
depths of 80 to 120 metres. 


In October 2005, a 775 square kilometre 3D and 462 kilometre 2D 
seismic shoot was completed on the permit. The data was processed 
and interpreted in the first quarter of 2006 and identified six structures 
with four-way closure at the base of the upper Albian seal in the lower 
and upper Cretaceous. The potential sizes of the structures range from 
eight to 32 square kilometres with vertical closure ranging from 200 to 
500 metres. 
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Aquitaine Maritime represents a high risk, high reward world-class 
exploration opportunity. However, given the significant investment required 
to drill a well on the permit, Verenex and Vermilion launched an initiative 
in the second quarter of 2006 to seek a farm-in partner. 


In December 2006 VEX entered into an agreement with Signature Capital 
Corporation (“Signature”) to farm-out 27.5% of its beneficial interest in 
the Aquitaine Maritime exploration permit, retaining a 22.5% interest. VEX 
will be carried on its share of drilling and testing costs for the first well 
on the permit. Signature will earn a 30% beneficial interest by funding 
VEX’s share of the drilling and testing of a well (up to a maximum of US 
$17 million (net)). VREP will operate the permit and hold the remaining 
47.5% interest in the permit. Total estimated drilling and testing costs 
range between US $25 and US $30 million (gross). If total costs exceed 
US $34 million (gross), the excess cost will be shared by all the parties, 
in accordance with their beneficial interests. 


VREP has applied to the French government for approvals to drill an 
exploration well on Orca, the leading prospect on the permit. VREP has 
contracted AGR Peak Group to provide the semi-submersible drilling rig 
slot for the well and other well management services. 


Aquila Offshore Exploration Permit Application 


In November 2004, VEX (50%) and VREP (50%) applied for the Aquila 
offshore exploratory permit adjacent to the eastern boundary of the 
Aquitaine Maritime permit. One other party subsequently expressed 
interest in this permit, necessitating further negotiations between the 
French government and interested parties which are currently underway. 
The Company expects a final decision in the second quarter of 2007. 


Canada 


Pursuant to a royalty agreement dated May 27, 2004 between Vermilion 
and Verenex, Vermilion transferred to Verenex a 25% gross overriding 
royalty on certain of Vermilion’s minor interest, non-operated oil and gas 
properties in the Bottrel area of Alberta (the “Bottrel GORR”). The Bottrel 
project area, located west of Calgary, contains 12 producing gas wells. 


Bedouin near A1-47/02 rig site 


Land Position 


Verenex holds a 50% working interest in Area 47, a 6,182 square kilometre block in the Ghadames Basin in Libya. The Company also holds participating 
interests in a total of five exploration permits in the Paris Basin and Aquitaine Basin in France with participating interests ranging from 31.67% to 
95%. In addition, Vermilion granted Verenex the right to drill two infill wells, each with a 95% Verenex participating interest, in the Parentis concession, 
a producing oil field located in southwest France. 


Gross Area Permit Participating Interests 

Permit No. (acres) Expiry (Acres) 

Verenex Vermilion Others 
Libya ee 
Ghadames Basin i ti—(i‘;i;sS Area 47 1,527,551 03/2010 763,776 - (163%rs 
Paris Basin bude atncdenkeusahiw inv gu apmi uaa aa nem pishnEAsaaapy en biad elcaneiadadsia hie onan Wade Suse subd suplediesinps ya mM dl au sielg sss a pinta ymaqe’n @Nen mb NSPS Ska eb WOE es act 
ae sn sue ere re ge 
St. Valerien _svauseg M065 206,774 08/2007, 281,935 14,839 ea 
ChateauLandon pP-1496 82,780 06/2009 78,641 41390 . 
Nemours P1498 16,732 06/2007, A877 867 10,488 
Aquitaine Maritime? = = N548 299,245 12/2007 149,623 149,622 ; 
Total France 743,458 i shil-loyoyr/ 174,413 10,488 
Total 2,271,009 1,325,333 171,413 774,263 


(1) The Company has entered into an agreement to sell its participating interest in the Marvilliers permit. The deal is subject to regulatory approval and is expected to close in the second quarter of 2007. 
(2) The Company has entered into an agreement to farm-out 27.5% of its participating interest in the Aquitaine Maritime permit to Signature Capital Corporation (“Signature”). The Company's interest 
will be reduced to 22.5% once Signature has earned its participating interest by funding the drilling of an exploration well on the permit. 
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Area 47 in Libya 


Reserves 


GU Petroleum Consultants Ltd. (“GU”), independent petroleum engineering consultants in Calgary, have prepared the 2006 year-end reserve 
evaluation report for the Company’s Bottrel GORR and its oil producing properties on the Marvilliers permit and Parentis concession. The report is in 
compliance with National Instrument 51-101. The Company’s proved plus probable (P-50) reserves are approximately 498,000 barrels of oil equivalent 
(“boe”) at December 31, 2006. Based on anticipated production rates for 2007 of 112 boe per day, the Company’s effective reserve life index at 
December 31, 2006 for proved (P-90) reserves is 6.7 years and for proved plus probable reserves (P-50) is 12.2 years. 


The summary reserve statement as at December 31, 2006 is included below. The net present values of the reserves shown, which are based on GU’s 
forecast prices and costs, are presented for comparative purposes only and are not representative of fair market value. 


Summary of Reserves and Values Based on Forecast Prices and Costs 


Net Present Values of 
Future Net Revenue 


Marketable Reserves Before Deducting Income 
Oil Natural Gas Natural Gas Liquids Oil Equivalent®) Taxes Discounted At® 
Gross) — Net Gross) Net Gross) Net Gross Net? 0% 10% 15% 
(mbb!) — (mbbl) (mmcef) (mmcf) (mbbl) — (mbbl) (mboe) (mboe) ($M) ($M) ($M) 
Proved Developed Producing «128 114 - 749 - 34 ~—s: 128 273 12,928 7,634 6,364 


Total Proved 198414 = 740 BA "128 273 12,008 7,634 «6.364 
Total Proved Plus Probable” 319 300 - 930 - 43 319 498 18421 9,248 7,284 


1. “Gross Reserves” include the 100% working interest (operating or non-operating) share before deducting royalties (reserves in France) and without including any other royalty interests (Bottrel GORR). 
“Net Reserves” are the Company's working interest (operating or non-operating) share after deduction of royalty obligations, plus the Company's royalty interests in reserves. Values are in thousands of 
barrels (“mbbbl” or “mboe”) and millions of cubic feet (“mmcf”). 

2. Under the 51-101 guidelines, proved reserves are qualified as those reserves that have a 90% chance of being exceeded at the reported level. Proved reserves, by definition, are conservative. Nine 
times out of 10, actual reserves will be greater than the proved estimate. Proved plus probable reserves are defined as those reserves that have a 50% probability of being exceeded at the reported 
level and are the best estimate, or the most realistic case. It is equally likely that the actual reserves will be higher or lower than the estimate. 

3. No after tax values have been presented as the Company is not anticipated to be taxable for the foreseeable future. Values are in thousands of Canadian dollars (“$M”). 

4. Abandonment costs have not been included for the Bottrel GORR royalty interest as the Company does not participate in the costs. The Company will pay its share of gas processing fees as long as the 
annual royalty revenue is above $1,000,000. The processing fee is reimbursed when the royalty revenue falls below $1,000,000 and cannot, on its own, reduce the royalty revenue below $1,000,000. 

5. “Oil Equivalent” represents the aggregate of the reserves disclosed under “Oil”, “Natural Gas” and “Natural Gas Liquids”, combined on the basis that 6,000 cubic feet of sales gas is equivalent to 1.0 boe. 

6. The Company has entered into an agreement to sell all of its producing assets in France, including its participating interest in two oil wells, the Marvilliers permit and certain rights in the Parentis 
concession. The deal is effective July 1, 2006, subject to regulatory approval and is expected to close in the second quarer of 2007. 
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Management's Discussion & Analysis 


The following is management's discussion and analysis (“MD&A’), dated March 1, 2007, of the Company's operating and financial results for the year 
ended December 31, 2006. The financial data has been prepared in Canadian dollars in accordance with Canadian generally accepted accounting 
principles (“GAAP”) applied consistently with prior periods. This d ssion should be read in conjunction with ym] consolidated financia 


statements for the year ended December 31, 2006, together with the accompanying notes as contained in the Company’s 2006 Annual Report. 


Additional information relating to the Company, including its Annual Information Form, NI 51-101 disclosure and details of outstanding share data and 
the Company’s Stock Option Plan, is available on SEDAR at www.sedar.com. 


Highlights 
Verenex was successful in moving forward on its strategy to explore and exploit its asset base during 2006. 


In Libya, the Company completed an extensive seismic acquisition program during the year, that included 480 square kilometres of 3D seismic and 
1,708 kilometres of 2D seismic. The completion of these programs more than fulfilled the minimum requirement under the Area 47 EPSA and nearly 
doubled the prospect and lead inventory to more than 45 opportunities. 


The Company recognized the challenges of accessing equipment and materials in the very competitive international oil and gas industry and proactively 
secured two drilling rigs and a service rig under long-term contracts and ordered casing, tubing and wellhead equipment for six wells. This has allowed 
the Company to plan an aggressive 2007 drilling program in order to test and appraise the potential on Area 47. 


Verenex spud its first exploration well, A1-47/02, at the end of September 2006 and completed it on December 25, 2006. The well was drilled 
to 11,550 feet and subsequent production testing of the well in January and February 2007 resulted in the well being classified as a light sweet 
crude oil discovery. Tests in the lower Acacus Formation on one 82-foot interval, alone, yielded a flow rate of 5,172 barrels per day (gross) of light oil 
(47° API gravity). Testing has been completed on several other intervals in the A1-47/02 well and aggregate flow rates will be released once NOC 
approval is received. 


In France, the Company’s wholly owned subsidiary, Vermilion Exploration SAS (“VEX”) and its partner, Vermilion REP SAS (“VREP”), matured a high 
impact offshore exploration play in the Aquitaine Maritime Permit in the Bay of Biscay. VEX successfully completed a farm-out of 27.5% of its beneficial 
interest in the permit to Signature Capital Corporation. VEX will be carried on its share of drilling and testing costs for the first well on the Permit, 
estimated to be between US$25 and $30 million and will retain a 22.5% beneficial interest. 


VEX also monetized the value of its 95% beneficial interests in the Marvilliers permit and in two oil wells in France through a sale to VREP for 
$3.5 million. The sale is effective July 1, 2006, subject to receipt of regulatory approvals and is expected to close in the second quarter of 2007. 


The Company strengthened its financial position with the completion of a bought-deal equity financing in December 2006. Verenex issued 5,187,500 
common shares at $6.40 per share for gross proceeds of $33.2 million. The net proceeds of the offering will be used to fund seismic and drilling 
operations in Libya. 
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Forward-Looking Information 


This report contains forward-looking financial and operational information, including but not limited to operational information including seismic and 
drilling operations, proposed budgets, earnings, funds flow, production and capital investment projections. These projections are based on current 
expectations and are subject to a number of risks and uncertainties that could materially affect the results. These risks include, but are not limited to, 
risks associated with the oil and gas industry (e.g. financing; operational risks in exploration, production and development; delays or changes in plans 
with respect to exploration or development projects or capital expenditures; the uncertainty of estimates and projections in relation to production, costs 
and expenses and health, safety and environmental risks), drilling equipment availability and efficiency, the ability to attract and retain key personnel, 
the risk of commodity price and foreign exchange rate fluctuations, the uncertainty associated with dealing with foreign governments and obtaining 
regulatory approvals and the risk associated with international activity. Due to the risks, uncertainties and assumptions inherent in forward-looking 
statements, prospective investors in the Company’s securities should not place undue reliance on these forward-looking statements. 


Non-GAAP Measures 


Included in this report are references to terms commonly used in the oil and gas industry, such as funds flow and funds flow per share, which is 
expressed before changes in non-cash working capital, and are used by the Company to analyze operating performance, leverage and liquidity. These 
terms are not defined by Generally Accepted Accounting Principles (“GAAP”) and are therefore unlikely to be comparable to similar measures presented 
by other issuers. Consequently, these are referred to as non-GAAP measures. 


Operating Results 


Asset Valuation 
The Company performs a review for asset impairment as required by the Full Cost Accounting Guideline, AcG-16. Any impairment in value is dependent 
upon an independent reservoir engineer's assessment of the deliverability and reserves associated with certain wells and the outlook for world prices 
for oil and natural gas. 


As a result of lower than expected production results in France during the second quarter of 2006 compared to the first quarter of 2006, the Company 
completed a review for asset impairment for the France full cost pool, including the St. Lazare 2H and Parentis 222H wells. Based on an assessment of 
the deliverability and reserves associated with the wells and the outlook for world prices for oil and natural gas, it was determined that a $3.0 million 
non-cash ceiling test write-down was required in the second quarter of 2006 to reflect an impairment in these assets. At December 31, 2005, the 
Company determined that a non-cash ceiling test write down of its France assets was required. 


Highlights 
Year Ended Year Ended Period Ended 
Dec. 31, 2006 Dec. 31, 2005 Dec. 31, 2004 
Financial (thousands of Cdn $, except per share amounts) 
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The above table includes non-GAAP measures, which may not be comparable to other companies. 
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Revenues 


Oil and gas production declined by 30% to 133 barrels of oil equivalent per day (“boepd”) in the fourth quarter of 2006 resulting in oil and gas revenues 
of $0.6 million, net of royalties, compared to 190 boepd and revenues of $1.2 million in the fourth quarter of 2005. The decrease in revenues during 
the quarter compared to 2005 reflects the impact of lower oil production from the St. Lazare 2H well in France and significantly lower natural gas and 
natural gas liquids prices partially offset by higher realized prices in France and increased gas production from the Bottrel, Alberta gross overriding 
royalty (the “Bottrel GORR”). Production in the fourth quarter of 2006 was up 3% and revenues were flat compared to production of 129 boepd and 
$0.6 million in revenues for the third quarter of 2006. The third quarter was impacted by lower production volumes due to a week-long shut-in of 
production at Bottrel. For the 12 months ended December 31, 2006, oil and gas production was 163 boepd, up from 116 boepd for the same period 
in 2005. Procuction in France was not recognized until the fourth quarter of 2005, accounting for the increase in oil equivalent production in 2006. 


Production in France was impacted by the continuing decline in performance of the St. Lazare 2H well. Current production from the St. Lazare 2H well 
is approximately 25 to 30 barrels of oil per day (“bopd”) with a water cut of 65%. The Parentis 222H well continues to produce between approximately 
25 to 30 bopd with a 68% watercut, which is in line with expectations. 


During the fourth quarter of 2006 the Bottrel GORR provided production of approximately 77 boepd and revenues of $0.2 million compared to 
73 boepd and $0.5 million for the same period in 2005 and 58 boepd and $0.2 million of revenues during the third quarter of 2006. The third quarter 
2006 results reflect a one week shut-in of the Bottrel field in June, resulting in an over accrual in the second quarter impacting the third quarter results. 
For the twelve months ended December 31, 2006, the Bottrel GORR provided 73 boepd and revenues of $1.0 million compared to 85 boepd and 
$1.4 million for the same period in 2005. There were no other unusual cyclical or seasonal factors impacting the Company’s production in 2006. 


Average realized prices for the fourth quarter of 2006 were: oil $73.08 per bb! (2005 - $64.97); natural gas $5.35 per mcf (2005 - $12.98): and 
NGL $41.39 per bbl (2005 - $79.40). These compare to prices of $62.71 per bbl for oil, $4.16 per mcf for natural gas and $76.40 per bbl for NGL 
during the third quarter of 2006. 


Interest of $0.2 million was earned in the fourth quarter of 2006 (2005 - $0.1 million) compared to $0.3 million for the third quarter of 2006 on cash 
balances invested in excess of expenditure requirements. The increase versus 2005 is due to the increased cash balance resulting from the December 
2006 financing of approximately $31.7 million (net of issue costs). 


Stock Compensation 

Non-cash stock compensation expense related to stock options, performance warrants and Stock Appreciation Rights (“SAR’s”) was $0.7 million and 
$1.9 million for the three and twelve months ended December 31, 2006, (December 31, 2005 - $0.4 million and $3.3 million respectively). The 
increase in costs in the fourth quarter of 2006 to $0.7 million from $0.4 million in the third quarter of 2006 is due to the recognition of the cost of 
the SAR’s associated with the higher Verenex closing stock price at the end of the fourth quarter. The decrease in the twelve months of 2006 compared 
to the twelve months of 2005 is primarily a result of the vesting of the performance warrants in the first quarter of 2005 as noted below. 


The Company has adopted the fair value method of accounting for stock options and performance warrants. With respect to the performance warrants, 
the vesting conditions relating to the weighted average trading price of $3.75 and $4.25 were satisfied during the first quarter of 2005. As a result, the 
vesting period over which the costs were amortized was shortened to reflect the fact that only the timing conditions remained and a non-cash charge 
in the amount of $1.8 million was taken in the first quarter of 2005 to reflect the acceleration of the vesting period. 


General and Administration (“G&A”) 

The Company capitalized $0.7 million and $2.5 million of general and administrative (“G&A”) costs relating to exploration and development activities 
for the three months and twelve months ended December 31, 2006 respectively (December 31, 2005 - $0.7 million and $1.7 million respectively). 
The higher costs relate primarily to the growth in the Company's operational staff in Tripoli. The net G&A amounts that are expensed represent salaries, 
employee benefits, office costs, legal and related party services not directly attributable to ongoing exploration and development capital projects. 


Effects of Exchange Rate Fluctuations 

The Company’s operations are conducted primarily in jurisdictions where the United States dollar (US$) and the European Euro (€) are the business 
currencies. A large proportion of the Company's costs, assets and liabilities during the quarter ended December 31, 2006 were denominated in US$. 
As the Canadian dollar fluctuated during the period, foreign exchange gains and losses are reflected in both the earnings and funds flow amounts. 


Depletion and Depreciation 

Depletion and depreciation, excluding the $3.0 million impairment write-down in the France properties in the second quarter of 2006 
(2005 - $2.5 million) noted above, of $0.4 and $2.0 million for the three and twelve months ended December 31, 2006 respectively 
(2005 - $1.1 million and $1.6 million respectively) relates to the depletion of the France and Canadian assets. The 2005 depletion expense related 
entirely to the Bottrel GORR production. 
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Quarterly Information 


The following table summarizes key financial information on a quarterly basis for the last two fiscal years. 


(O00's of Cdn $, except per share amounts) Qi Q2 Q3 Q4 Total 
Revenues (net) NU ee Ke eee Bn ES oo 
Capital expenditures scinitinininmanyptintgatrntinnninminnng thee) tap oIO nin ee ee 
Funds flow from operations nnn Tc rt RE 
Net income; (loss) en nen nn nC (2-) mn rd) C41) DE cc 
Net income/(loss) per share basic and diluted (0.01) (0.10) (0.01) - (0.12) 
Capital expenditures sibtsdeaisbaeaverdeialanilntsuch wuss cilen cgi CO 6 Meaty OBS sees 8 5040 Se 2 Ole 
Funds flow from operations timation te lO 8 
Net income/ (loss) sonhthlnubisitctee inom ceased GS) Spee SCS) 1) COS eee 
Net income/(loss) per share basic and diluted (0.08) (0.04) (0.01) (0.35) (0.48) 


The above table includes non-GAAP measures, which may not be comparable to other companies. 


Related Party Transactions 


VREP is a 100% owned subsidiary of Vermilion Energy Trust (“VET”). VET is a significant shareholder in Verenex. VREP as contract operator in France, 
paid for various expenditures on behalf of VEX. These transactions were measured at the exchange amount being the consideration established and 
agreed to by the related parties. These transactions were undertaken under the same terms and conditions as transactions with non-related parties. 
Amounts due to related parties are comprised of an amount due to VREP 


The Bottrel GORR is a gross overriding royalty on VET’s share of production from specific wells at Bottrel, Alberta. The Bottrel GORR provided $0.2 million 
and $1.0 million of royalty income during the three and twelve months ended December 31, 2006 respectively (2005 - $0.5 million and $1.4 million 
respectively). 


Verenex entered into a Technical and Administrative Services Agreement with Vermilion Resources Limited (“Vermilion”) on June 28, 2004, whereby 
Vermilion provides certain financial and administrative services at a cost of twenty thousand dollars per month and certain technical, marketing and 
other services at cost plus 5%, for a period of eighteen months ending December 31, 2005. The Agreement is automatically renewed for one-year 
periods, unless one party provides three months notice not to renew. Effective January 1, 2006, the monthly charge was amended to eliminate the 
services provided for the Canadian financial and administrative services, reducing the monthly charge to ten thousand dollars per month in support 
of the France operations. During the twelve months ending December 31, 2006 Verenex was billed one hundred and twenty thousand dollars (2005 
- two hundred and forty thousand dollars) for services provided under this Agreement. 


The Company completed negotiations with Vermilion in the second quarter of 2006 for the early termination of its current office lease. The Company 
received a lump sum payment of $0.4 million in June 2006. 


On October 12, 2006, VEX entered into an agreement with VREP for the sale of VEX’s 95% participating interest in the Marvilliers Permit, including the 
St. Lazare 2H well, and in two drilling spacing units in the Parentis Concession, including the Parentis 222H well, located in France for Cdn $3.5 million. 
The parties have executed a sale and purchase agreement, effective July 1, 2006, which is subject to all conditions precedent, including the receipt 
of all necessary regulatory approvals. 
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Contractual Obligations and Commitments 
_ Payments Due by Period 


Thirteen to | “More than 
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Total Contractual Obligations Reese Fe eh ae ee a ee ee ae SS 698 $ 1,745 


Office leases 


On June 12, 2005, Verenex Energy Area 47 Libya Limited, a 100% owned subsidiary, entered into a one-year contract effective October 1, 2006 to 
sublease office space in Tripoli, Libya at a cost of approximately twenty-one thousand, eight hundred and eighty-three dollars per month, six months 
payable in advance. The Company was required to provide a security deposit equivalent to two month’s rent. The Company has the option to extend the 
term of the lease for an additional term under the same terms and conditions subject to the Landlord’s ability to increase the rent by no more than 
ten percent. Under the terms of the Joint Operating Agreement with Medco International Ventures Limited (“Medco”), 50% of these costs are expected 
to be recoverable. 


Effective May 1, 2005, the Company agreed to sublease additional floor space in Calgary from Vermilion. The terms of the amended agreement provide 
office space at a cost of six thousand, three hundred and thirty-nine dollars per month plus a monthly operating cost charge of six thousand, one 
hundred and twelve dollars per month. This agreement expires October 30, 2007. 


The Company completed negotiations with Vermilion in the second quarter of 2006 for the early termination of its current office lease in Calgary. In 
return for a lease buy-out, the Company received a lump sum payment of $0.4 million in June 2006. Effective March 14, 2006, the Company agreed to 
lease floor space in Calgary commencing June 1, 2006. The terms of the agreement provide office space at a cost of nineteen thousand, nine hundred 
and twenty-eight dollars per month plus a monthly operating cost charge of nine thousand, one hundred and seventy-five dollars per month. 


Libya 

On January 30, 2005 the Company announced it had been selected as a successful bidder in Libya’s Bid Round 1 for an Exploration and Production 
Sharing Agreement (“EPSA’). Verenex has the right to explore for oil and gas in Area 47, a 6,182 square kilometre area in the Ghadames Basin in 
northwest Libya. Verenex is the Operator with a 50% interest in Area 47 in partnership with Medco International Ventures Limited (“Medco”), which 
holds the remaining 50% interest. The EPSA sets out the required minimum work program during the initial 5-year exploration and appraisal period and 
defines the terms for development, during a 25-year exploitation period, of any commercial discoveries made during the initial 5-year period. 


Under the terms of the EPSA for Area 47, Verenex and Medco (the “contractor group”) are required to acquire new seismic, including 1,000 kilometres 
of 2-D and 200 square kilometres of 3-D, and drill three exploration wells during the 5-year exploration and appraisal period. All exploration and 
appraisal costs during this period, including the minimum commitment program and any additional seismic and drilling, will be borne 100% by Verenex 
and Medco. If the minimum commitment program is not carried out, the contractor group will be liable for a specified unit cost for seismic and wells 
which in aggregate is a maximum of approximately US $20 million (US $10 million net to Verenex). 


Ifa discovery is made on the block and the Parties (the Libyan National Oil Corporation (“NOC”) and the contractor group) unanimously agree that it 
is commercial, a joint operating company would be established to operate the discovery. Development capital expenditures would be shared 50% by 
the contractor group and 50% by the NOC. Operating costs would be shared on the basis of the production allocation split, with the contractor group 
paying 13.7% of these costs and the NOC 86.3%. The NOC pays 100% of all royalties and Libyan taxes incurred on each discovery, including the 
contractor group share. 


The contractor group awarded a Canadian equivalent $9.0 million (US $7.5 million) (gross) (Cdn $4.5 million net to Verenex) contract for its 2006 
seismic program and work began in late December 2005. This contract has now been completed and the Contractor group has met its seismic 
obligations under the EPSA. In addition, contracts have been awarded to purchase casing, tubulars and wellhead equipment in advance of the 
2006/2007 drilling program in the amount of $8.2 million (US $7.2 million) (gross) (Cdn $4.1 million net to Verenex). As at the end of December 
2006, approximately $7.5 million (gross) ($3.8 million net to Verenex) of the inventory had been shipped to Libya. 
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On August 24, 2006 the Company entered into a long term contract with |.L.l. Corporation, a subsidiary of KCA DEUTAG Drilling GmbH (“KCA DEUTAG”) 
for Service Rig 32 to complete and test new wells, drill shatlow water wells and to carry out other well work. The initial one-year term of the contract 
commences on the start of any well operations, but no later than January 1, 2007. 


The contract can be extended at the option of the Company for three additional one year periods, subject to 60 days notice prior to the start of each one 
year period. In the event of early termination of the contract, the Company is liable for a Termination Fee of US $0.15 million, if the termination occurs 
up to the point in time that the first nine months of uninterrupted operations has been completed, plus any costs incurred to date and demobilization 
costs. The termination fee is reduced to zero at the commencement of the tenth month of uninterrupted operations. 


Liquidity and Capital Resources 
Verenex will continue to rely primarily on equity to fund future working capital requirements and capital obligations. 


In December 2006, the Company completed the sale, on a bought-deal basis, of 5,187,500 common shares at $6.40 per share for gross proceeds 
of $33.2 million (net $31.7 million after issue costs). 


The Company has issued two letters of credit (“LC’s”) relating to the signing of two long-term drilling contracts that back-stop early termination 
provisions. The terms of the contract call for the LC’s to vary over the period of the contract. The first LC expires on November 13, 2008 and is exercisable 
by Oil Drilling & Exploration (Borneo) Pty Limited (“ODE”), a subsidiary of Ensign Energy Services Inc. based in Calgary, Alberta. The ODE contract 
required cash collateral of US $4.6 million (gross) to be put in place by September 30, 2006. The second LC in favour of KCA DEUTAG Drilling GmbH 
based in Germany (“KCA DEUTAG”), expires on April 30, 2009 and is supported by cash collateral of US $7.2 million (gross) as at September 30, 
2006. The LC’s reach a maximum amount of US $12.0 million (gross) in aggregate at the projected spud dates, after which the LC amounts decline 
as the rigs are worked. The Company has received funds from its partner, Medco International Ventures Limited, for its 50% share of the cash collateral 
and all cash provided as support for the LC’s has been reflected as restricted cash on the balance sheet. 


On September 22, 2006, the Company signed a Letter of Intent (“LOI”) with RWE Dea NA/ME GmbH (“RWE”) to sub-contract the KCA DEUTAG Rig 
T-19. The LOI contains provision for RWE and Verenex to negotiate terms to effect the assumption by RWE of up to 25% of the security provided in 
support of the second LC noted above. A formal assignment agreement has been executed between Verenex, RWE and KCA DEUTAG with an effective 
date of January 15, 2007. 


The Company had a working capital surplus of $40.6 million at December 31, 2006 compared to $33.7 million as at December 31, 2005, including 
cash and term deposits amounting to $49.4 million (December 31, 2005 - $35.5 million) net of restricted cash amounting to $13.6 million ($6.8 
million net to Verenex) (December 31, 2006 - nil). The increase in working capital is due primarily to the December 2006 equity financing offset by 
increased activities in the Company’s Libya operations, including the funding of the cash balance required to support the LC’s. Discussions are underway 
to provide other forms of security for the Letters of Credit to free up the restricted cash. 


The majority of the trade receivables relate to amounts associated with the joint venture operations in France and an accrual for revenues associated 
with the Bottrel GORR. The joint venture receivable relates to amounts owing by the Company’s partner in Libya. All receivables have been assessed for 
credit risk and no allowance for doubtful accounts is necessary at this time. 


Accounts payable and accrued liabilities have increased since December 31, 2005 due to the increased activity levels in Libya as the Company 
commenced its seismic and drilling operations and entered into contracts to purchase casing, tubing and wellhead equipment. 


The Company has sufficient resources to fulfill its short-term work program commitments. 
Verenex is listed on the Toronto Stock Exchange under the stock symbol VNX. 


Outlook 


Libya 

The NOC and partner Medco have endorsed a 2007 capital budget of up to US $91 million (gross) (up to Cdn $52 million net Verenex) for Area 47 
consisting of the drilling and testing of up to six exploration and appraisal wells, the acquisition of up to 585 square kilometres of 3D seismic and a 
workover and production test on the suspended oil and gas discovery well A1-NC3A. The ultimate extent of operations in 2007 will depend on several 
factors, including well and seismic results, logistics and regulatory approvals. 


Production testing at the Company's first oil discovery well in Libya A1-47/02 has been completed utilizing KCA DEUTAG Service Rig 32. Final results 
are under review by the Company and Libyan regulatory authorities. The well will be suspended in such a way that it can be re-entered in the future 
and completed as a producing well. 


Drilling at the Company's second exploration well B1-47/02 in the eastern part of Area 47 has been completed to a final depth of 11,030 feet in the 
Memouniat Formation. An extensive wireline logging and formation evaluation program was completed on the well and based upon encouraging results, 
the well will be production tested starting in late March 2007. 


The Company has received approval for a third new field wildcat exploration well C1-47/02, which is expected to spud with Rig 28 in early April 2007. 
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The Company's second contracted drilling rig KCA DEUTAG Rig T-19 arrived in Libya in January 2007 after being newly constructed in Dubai. The rig 
has been assigned by the Company to RWE to drill a well in southeast Libya. The Company expects to commence drilling in Area 47 with this second 
rig early in the third quarter of 2007. The Company has the option to extend the assignment agreement for one or two additional wells if such an 
extension is requested by the assignee. 


The Company expects to commence its 2007 3D seismic acquisition program in June 2007 utilizing a crew from AGESCO, the same seismic contractor 
utilized by the Company in 2006. Under a contract extension negotiated in November 2006, the Company has the option to employ an AGESCO crew 
for up to 1,000 square kilometres of 3D and 200 kilometres of 2D seismic acquisition in 2007 and 2008. 


The Company awaits NOC approval for a re-entry, workover and production test on the suspended oil and gas discovery well A1-NC3A in Area 47. 


France 


VREP has applied to the French government for approvals to drill an offshore exploration well on Orca, the leading prospect on the Aquitaine Maritime 
Permit in the Bay of Biscay, in the third quarter of 2007. VREP will operate the program and has contracted AGR Peak Group to provide the semi- 
submersible drilling rig slot for the well and other well management services. 


VEX and VREP are continuing to await a decision by the French government on their application for exploration rights in the offshore Aquila permit 
(50% Verenex participating interest). This permit area is adjacent to the Aquitaine Maritime Permit. The Company expects a final decision in the second 
quarter of 2007. 


Sale of France Onshore Producing Properties 


VEX has entered into an agreement with VREP for the sale of VEX’s 95% participating interest in the Marvilliers Permit, including the St. Lazare 2H well, 
and in two drilling spacing units in the Parentis Concession, including the Parentis 222H well, located in France for Cdn $3.5 million. VREP holds the 
remaining 5% interest in these lands and wells. 


VEX currently produces approximately 50 to 60 barrels of oil per day (net) from the two wells, has the right to drill an additional well in the Parentis 
Concession and holds a participating interest in 46,481 acres (net) of land in the Marvilliers Permit. 


The parties have executed a sale and purchase agreement, effective July 1, 2006, and subject to regulatory approvals, which is expected to close in 
the second quarter of 2007. 


Business Risks 


General 

The oil and gas industry is very competitive and is subject to many risks. Many of these risks are outside the Company’s control. Management has 
identified certain key risks and their potential impact on the Company's operations. There is no assurance that commercial quantities of oil and natural 
gas will be discovered by Verenex. 


Ability to Execute Exploration and Development Program 


It may not always be possible for the Company to execute its exploration and development strategies in the manner in which the Company considers 
optimal. The Company’s exploration and development programs in Libya involve the need to obtain approvals from the relevant authorities, which may 
require conditions to be satisfied or the exercise of discretion by the relevant authorities. It may or may not be possible for such conditions to be 
satisfied. 


Drilling and Operating Risks 


Exploration and development activities may be delayed or adversely affected by factors outside the control of the Company. These include the availability 
of drilling and related equipment in the particular areas in which such activities will be conducted. Problems may also arise due to the quality or failure 
of locally obtained equipment or technical support, which could result in failure to achieve expected target dates for exploration operations or result 
in a requirement for greater expenditure. 


Dependence on Key Personnel 

The Company has a small management team and the loss of a key individual or its inability to attract suitably qualified personnel in the future could 
materially and adversely affect the Company’s business. Difficulties may also be experienced in certain jurisdictions in employing and retaining qualified 
personnel who are willing to work in such jurisdictions. 

Additional Financing 


To the extent that external sources of capital, including the issuance of additional equity, become limited or unavailable, Verenex’s ability to make the 
necessary capital investments to maintain or expand its oil and gas reserves will be impaired. 
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Reserve and Resource Estimates 


Information on resources and reserves are only estimates and the actual production and ultimate reserves from the properties may be greater or less 
than the estimates prepared by the independent evaluator. In addition, probable reserves estimates for properties may require revision based on the 
actual development strategies employed to prove such reserves. Estimated reserves may also be affected by changes in oil and natural gas prices. 
Declines in the reserves of Verenex, which are not offset by the acquisition or development of additional reserves, may reduce the underlying value of 
shares to Shareholders. 


Acquiring, Exploring for and Developing Oil and Natural Gas Reserves 

Operational risks in the oil and gas industry include exploration and reserve estimate risks, costs and availability of services and materials, premature 
reservoir declines, blowouts, well bore collapse, equipment failure and other accidents and adverse weather conditions. Verenex maintains insurance 
in accordance with customary industry practices, however, the Company cannot fully insure against all of these risks. Losses from the occurrence of 
any of these risks could have a material adverse impact on the Company’s operations. Verenex attempts to monitor, assess and mitigate these risks by 
retaining an experienced management team and employing experienced professionals. 


Foreign Exchange Rates and Commodity Prices 


The industry is subject to normal market risks including fluctuations in foreign exchange rates and commodity prices. The Company’s operational results 
and financial condition will be dependent on the prices it receives for oil and natural gas production. Oil and natural gas prices have fluctuated widely 
during recent years and are determined by supply and demand factors, including weather and general economic conditions as well as conditions in 
other oil and natural gas regions. While Verenex manages its operations in order to minimize exposure to these risks, the Company has not entered into 
any derivatives or contracts to hedge or otherwise mitigate these exposures. 


Foreign Investments 


Verenex operates principally outside Canada. As such, the Company’s operations are subject to a number of risks over which it has no control. These 
risks may include risks related to economic, social or political instability or change, terrorism, hyperinflation, currency non-convertibility or instability and 
changes of laws affecting foreign ownership, government participation, taxation, working conditions, rates of exchange, exchange control, exploration 
licensing, petroleum and export licensing and export duties as well as government control over domestic oil and gas pricing. The Company operates 
in such a manner as to minimize and mitigate its exposure to these risks. However, there can be no assurance that the Company will be successful in 
protecting itself from the impact of all of these risks. 


The Company’s existing operations in France have well-established fiscal regimes and contract law, which encourage foreign investment. As Verenex 
expands its operations in Libya and to other countries, the Company will seek out expert advice to ensure it identifies appropriate cost effective risk 
mitigation strategies. 


Environment 


The oil and gas industry is subject to environmental regulation pursuant to local, provincial and federal legislation in Canada and similar legislation in 
other countries. A breach of such legislation may result in the imposition of fines or issuance of clean up orders in respect of Verenex or its properties. 
Such legislation may be changed to impose higher standards and potentially more costly obligations. The Company has existing policies and practices 
that ensure its operations conform to the standards and government regulations required for each jurisdiction in which it operates. Verenex maintains 
adequate insurance coverage for environmental risks. 


Potential Conflicts of Interest 


Certain of the directors of Verenex are engaged and will continue to be engaged in the search for oil and gas interests on their own behalf and on 
behalf of other companies, and situations may arise where the directors and officers may be in direct competition with Verenex. Conflicts of interest, if 
any, which arise will be subject to and governed by the procedures prescribed by the Business Corporations Act of Alberta which require a director or 
officer of a Company who is a party to, or is a director or an officer of or has a material interest in any person who is a party to, a material contract or 
proposed material contract with Verenex to disclose his interest and, in the case of directors, to refrain from voting on any matter in respect of such 
contract unless otherwise permitted under the Business Corporations Act of Alberta. 
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Critical Accounting Estimates 


The amounts recorded for depletion and depreciation of property, plant and equipment are based on estimates. By their nature, these estimates are 
subject to measurement uncertainty and the effect on the consolidated financial statements from changes in such estimates in future years could be 
significant. 


The Company performs a review for asset impairment as required by the Full Cost Accounting Guideline, AcG-16. Any impairment in value is dependent 
upon an independent reservoir engineer's assessment of the deliverability and reserves associated with certain wells and the outlook for world prices 
for oil and natural gas. 


New Accounting Standards and Changes in Accounting Standards 
for 2006 and 2007 


In April, 2005 the Canadian Institute of Chartered Accountants issued the following new Handbook Sections: Section 1530, Comprehensive Income; 
Section 3251, Equity; Section 3855, Financial Instruments - Recognition and Measurement; and Section 3865, Hedges. The effective date for adoption 
for all four sections for Verenex is January 1, 2007. 


These new accounting standards for Canadian GAAP converge more closely with the US GAAP as all financial instruments will be recorded on the 
balance sheet at fair value and changes in fair value will be included in earnings, except for derivative financial instruments designated as hedges, for 
which changes in fair value will be included in comprehensive income. 


The Company has not chosen early adoption of these new accounting standards and is in the process of assessing the future impact these sections 
will have on the financial statements. 


Disclosure Controls and Procedures Over Financial Reporting 


The Company evaluated the effectiveness and design of its disclosure controls and procedures for the year ended December 31, 2006 and, based on 
this evaluation, have determined these controls to be effective. 


The Company’s financial reporting procedures and practices have enabled the certification of Verenex Energy Inc’s annual filings in compliance with 
Multilateral Instrument 52-109 “Certification of Disclosure in Issuers’ Annual and Interim Filings”. Management has designed such internal controls 
over financial reporting to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements and 
other annual filings in accordance with Canadian Generally Accepted Accounting Principles, except as noted below: 


Given the small size of the Company, the evaluation of internal controls over financial reporting for the Company resulted in the identification of the 
following weaknesses: 


> Management is aware that due to its relatively small scale of operations there is a lack of segregation of duties due to the limited number of 
employees dealing with accounting and financial matters. However, management has concluded that considering the employees involved and the 
control procedures in place, including management and Audit Committee oversight, risks associated with such lack of segregation are not significant 
enough to justify the expense associated with adding employees to clearly segregate duties. 


> Management is aware that in-house expertise to deal with complex taxation, accounting and reporting issues may not be sufficient. The Company 
requires outside assistance and advice on taxation, new accounting pronouncements and complex accounting and reporting issues, which is 
common with companies of a similar size. 


> Management is aware that in-house expertise to deal with information technology and information systems may not be sufficient. The Company has 
engaged a third party to provide the required expertise and support. 


There have been no significant changes in the fourth quarter of 2006 to the Company’s internal controls over financial reporting that have materially 
affected, or are reasonably likely to materially affect, the Company's internal control over financial reporting. 
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Management’s Report 


The Management of Verenex Energy Inc. is responsible for the integrity and objectivity of the information contained in this Annual Report and for the 
consistency between consolidated financial statements and other financial operating data contained elsewhere in the Report. The accompanying 
consolidated financial statements have been prepared by management in accordance with accounting principles generally accepted in Canada using 
estimates and careful judgment, particularly in those circumstances where transactions affecting a current period are dependent upon future events. The 
accompanying consolidated financial statements have been prepared using policies and procedures established by management and reflect fairly the 
Company's financial position, results of operations and changes in financial position, within reasonable limits of materiality and within the framework 
of the accounting policies outlined in the notes to the consolidated financial statements. 


Management has established and maintains a system of internal control, which is designed to provide reasonable assurance that assets are 
safeguarded from loss, or unauthorized use and the financial information is reliable and accurate. 


The consolidated financial statements have been examined by external auditors. Their examination provides an independent view as to management’s 
discharge of its responsibilities insofar as they relate to the fairness of reported operating results and financial condition of the Company. 


The Audit Committee of the Board of Directors has reviewed in detail the consolidated financial statements with management and the external auditors. 
The consolidated financial statements have been approved by the Board of Directors on the recommendation of the Audit Committee. 


James D. McFarland Kenneth D. Hillier 
President & Chief Executive Officer Chief Financial Officer 
March 1, 2007 


Auditor’s Report 


To the Shareholders of Verenex Energy Inc.: 

We have audited the consolidated balance sheets of Verenex Energy Inc. (the “Company”) as at December 31, 2006 and 2005 and the consolidated 
statements of loss and deficit and cash flows for the years then ended. These financial statements are the responsibility of the Company’s management. 
Our responsibility is to express an opinion on these financial statements based on our audits. 


We conducted our audits in accordance with Canadian generally accepted auditing standards. Those standards require that we plan and perform an 
audit to obtain reasonable assurance whether the financial statements are free of material misstatement. An audit includes examining, on a test basis, 
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used and 
significant estimates made by management, as well as evaluating the overall financial statement presentation. 


In our opinion, these consolidated financial statements present fairly, in all material respects, the financial position of the Company as at December 
31, 2006 and 2005 and the results of its operations and its cash flows for the years then ended in accordance with Canadian generally accepted 
accounting principles. 


Meee f Tole GLP 


Chartered Accountants 


Calgary, Alberta 
March 1, 2007 
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Consolidated Balance Sheets 


December 31, December 31, 
(thousands of Cdn $) audited 2006 2005 


Assets 


Current assets 
Cash and cash equivalents 
Accounts receivable 
Joint venture receivable 


Inventory meet 4 

Prepaid expenses and other 136 13 

$ 52,210 $ 36,344 
Restricted cash (Not'l4) ee 19628 on nnonicablinciicne eee 
Capital assets (Note 3) mmmmmpammanmaninnamaant B4822 nammnd QUT 
Assets held forsale medieval ee Scouring eahenole hk tae ee oe 

$ 100,274 $ 54,621 

Liabilities and Shareholders’ Equity 

Current liabilities we egbenacncanedececabesdaucuccenecesubasadhacuatewqanppsbashssegnenasamanensnanadanaehNedamnsanasnawannod oaniivpnmeadssnaanoenateWh se Gmnananwa vas nin daa SiAian mh inn Rakbeisyia eh hiiheyeupsy weg whip tn wtsi ia 0h sale ae ata Sea ee ee 
Accounts payable and accrued liabilities mann oe eat 11,049 © cee $cc 
Due to related party (NoteS)) i secrete eee ee B19 cnuirsionnuiyhetnetyacnngte a 

Taxes payable - 73 

4 eo tog ate Fi Riau 2,679 

Joint venture payables related to restricted cash (Note 14) | Ci 7 a eee ae 6,812 . A a ee - 
hesat cemeent ene aia nee hee Fe ete reer the ee ee ae 

18,417 2,716 


Commitments and Contingencies (Note 13) 
Shareholders’ equity 

Share capital (Note 7) 

Contributed surplus (Note 7) 


60,560 
3,592 


ie sae ec oee ea ER oth ie HOO ee ane ae RE ee ae re one eee ao 
81,857 51,905 
$ 100,274 $ 54,621 


See accompanying notes to the Consolidated Financial Statements 


Approved by the Board of Directors: 


Vie i 


James D. McFarland William T. Fanagan 
Director Director 
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Consolidated Statements of Loss and Deficit 


(thousands of Cdn $, : Year Ended Year Ended 
except per share amounts) audited December 31, 2006 December 31, 2005 
Revenue 
Petroleum & natural gas, net $ 3,212 $ 2,118 
Interest income a ese a ) — ) on 1,036 476 
Lease inducement nuk a i Gils aaa —_ Bis . 
payment (Notes 5 & 13) 400 3 
4,648 2,594 
Expenses 
Production 373 7 
acre enn en ee eae we ere ‘ ee 
PR co Rs cu eT | Eafe eae ee Pe Ha ae 7 ee 
Stock based compensation (Note 8) oe ae . : - ) - . " . ) : . 1,948 3,264 . 
onan) rt ier Breen tee cet eee ee a _ — ee 1,956 a bi ee 
Impairment write-down (Note 3) a ee er ey : ; : 2,979 aly 
Foreign exchange (gain)/loss PRESS i ee ee ) ee PEE) (286) 
8,502 13,658 
Loss before taxes ee eee ee ee) 
as So) Aes, ware uae es = 
Net loss (3,864) Cais 7) 
Deficit, beginning of period (12,247) (1,110) 


Deficit, end of period (16,111) (12,247) 


Net loss per share basic 


and diluted (Note 9) (0.12) (0.48) 
Weighted average number of shares outstanding (Note 9). mmmnnunnitnnnnnnannniununnunnngunannnnnaneneunn 

Basic 31,020,555 22,971,271 

Diluted 33,698,168 24,517,041 


See accompanying notes to the Consolidated Financial Statements 
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Consolidated Statements of Cash Flows 


(thousands of Cdn $) audited 


Cash and cash equivalents provided by (used in): 


Operating activities: 
Net loss 
Items not affecting cash: 
Stock based compensation 
Depletion and depreciation 
Impairment write-down 
Unrealized foreign exchange gain 


Funds flow from operations before changes in non-cash working capital 


Changes in non-cash operating working capital 


Investing activities: 


Acquisition and expenditures on petroleum and natural gas properties 


Financing activities: 
Issue of common shares for cash 
Share issue costs 
Restricted cash ah 
Joint venture payables related to restricted cash 
Payments to related party (Note 3) 


Foreign exchange gain (loss) on cash held in a foreign currency 


Net change in cash and cash equivalents Pat 
Cash and cash equivalents, beginning of period 


Cash and cash equivalents, end of period 
Cash taxes paid 


Cash interest received 


See accompanying notes to the Consolidated Financial Statements 
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Year Ended Year Ended 
December 31, 2006 December 31, 2005 
_ $ (3864) 8 (11,137) 
eee 3,264 
1,959 
1941 
(286) 
041 
420 
1,361 
~ (10,286) 
_ 33464 (6,544 
__ (4,592) (1,435) 
(13,625) Be 
_ 6,812. ess 
(1,180) (7,525) 
23,876 17,584 
289 (350) 
13,823 © 8,309 
35,546 21,23 
S 49,369 $ 35,546 
75 28 
1,036 476 


Notes to the Consolidated Financial Statements 


For the year ended December 31, 2006 (thousands of Cdn $, except as noted) audited 


1. Basis of Presentation 


Verenex Energy Inc. (the “Company” or “Verenex’) was established on June 29, 2004, by way of a “reverse takeover” pursuant to an amalgamation 
agreement dated May 27, 2004. Verenex is a public company listed on the Toronto Stock Exchange on April 19, 2005. 


2. Significant Accounting Policies 


a) Principles of consolidation 


The consolidated financial statements have been prepared in accordance with Canadian Generally Accepted Accounting Principles and include 
the accounts of the Company and its subsidiaries, all of which are wholly owned, on a consolidated basis. All material intercompany accounts and 
transactions have been eliminated upon consolidation. 


The Company conducts most of its exploration, development and production activities jointly with others and these financial statements reflect only 
Verenex’s proportionate interest. 


b) Cash and cash equivalents 
Cash and cash equivalents include monies on deposit and short-term investments accounted for at cost having a maturity date of not more than 90 days. 


c) Petroleum and natural gas operations 


The Company uses the full-cost method of accounting for petroleum and natural gas operations and accordingly, capitalizes all exploration and 
development costs into country-by-country cost centers. These costs include land acquisition, geological and geophysical costs, drilling (including 
related overhead) on producing and non-producing properties and other carrying charges on unproven properties. Proceeds of disposition are applied 
against net costs capitalized with no gain or loss recognized except when the disposition results in a greater than 20% change in the rate of depletion 
and depreciation. 


The carrying value of the Company’s petroleum and natural gas properties is limited to the sum of the undiscounted cash flows expected to result from 
the Company’s proved reserves using forecast prices. If the carrying value is not fully recoverable, the amount of impairment is measured by comparing 
the carrying amounts of the capital assets to an amount equal to the estimated net present value of future cash flows from proven plus probable 
reserves. This calculation incorporates risks and uncertainties in the expected future cash flows, which are discounted using a risk-free rate. Any excess 
carrying value above the net present value of the future cash flows would be recorded as a permanent impairment and charged to earnings. 


d) Depletion and Depreciation and Impairment 

Cost centers from which there has been no commercial production are not subject to depletion until commercial production commences. The capitalized 
costs are periodically evaluated to determine whether it is likely such costs will be recovered in the future. To the extent there are costs that are unlikely 
to be recovered in the future, they would be recorded as a permanent impairment and charged to earnings. 


Depletion of petroleum and natural gas costs is calculated for each cost center on the unit-of-production method based on estimated proven reserves, 
before royalties, as determined by independent engineers. The cost of significant unevaluated properties is excluded from the calculation of depletion. 
For purposes of depletion calculations, oil and gas reserves are converted to a common unit of measure on the basis of their relative energy content 
based on a conversion ratio of six thousand cubic feet of natural gas to a barrel of oil. 


Furniture and equipment are recorded at cost and are being amortized on a declining-balance basis at rates of 20% to 50% per year. 


e) Asset Retirement Obligations 

The Company accounts for its asset retirement obligations under Canadian Institute of Chartered Accountants (“CICA”) Handbook, section 3110, Asset 
Retirement Obligations. This standard focuses on the recognition and measurement of liabilities related to legal obligations associated with the future 
retirement of property, plant and equipment. Under this standard, these obligations are initially measured at fair value determined as the estimated 
future costs discounted to the present value and subsequently adjusted for the accretion of the discount factor and any changes in the underlying 
cash flows. The asset retirement cost is capitalized to the related asset and amortized into earnings over time. The Bottrel GORR properties have no 
obligations for abandonment or reclamation. 


f) Revenue recognition 
Revenues associated with the sale of crude oil, natural gas and liquids are recorded when title passes to the customer. Oil and gas revenues represent 
Verenex’s share and are recorded net of royalty payments to governments and other mineral interest owners. 
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g) Stock-based compensation plan 

The Company has a stock-based compensation plan for employees, directors and officers of the Company and its subsidiaries. The Company has also 
issued performance warrants in conjunction with a private placement to certain employees, officers and directors as described in Note 8. The fair value 
of the options and performance warrants is estimated using the Black-Scholes option-pricing model that takes into account, as of the grant date: 
exercise price, expected life, current price, expected volatility, expected dividends, and risk-free interest rates. 


The fair value of the stock based compensation is recognized over the vesting period of the stock options granted and the estimated life of the 
performance warrants as a compensation cost with a corresponding increase recorded to contributed surplus. 


Upon exercise of the stock options or performance warrants, consideration paid together with the amount previously recognized in contributed surplus 
is recorded as an increase to share capital. 


See Note 8 for a description of the plan. 


h) Foreign currency translation 
Foreign currency balances of foreign subsidiaries that are considered to be integrated are translated on the following basis: 


> Monetary assets and liabilities are translated at the rates of exchange prevailing at the balance sheet dates; 
> Non-monetary assets, liabilities and related depreciation and depletion expense are translated at historical rates; and 
> Sales, other revenues, royalties and all other expenses are translated at the average rate of exchange during the month in which they are recognized. 


Any resulting foreign exchange gains and/or losses are included in earnings in the period. 


i) Income taxes 


Income taxes are calculated using the liability method of accounting for income taxes. Under this method, income tax liabilities and assets are 
recognized for the estimated tax consequences attributable to differences between the amounts reported in the consolidated financial statements 
of the Company and their respective tax bases, using substantively enacted income tax rates and tax laws that will be in effect when the differences 
are expected to reverse. Future income tax assets are recognized to the extent it is more likely than not that sufficient future taxable income will be 
available to allow the future income tax asset to be realized. The effect of a change in income tax rates on future tax liabilities and assets is recognized 
in earnings in the period in which the change occurs. 


j) Measurement uncertainty and use of estimates 

The preparation of financial statements in conformity with generally accepted accounting principles requires management to make estimates and 
assumptions that affect the reported amounts of assets, liabilities, revenues and expenses including asset retirement obligations, depletion, depreciation 
and the fair value of stock options and performance warrants. The ceiling test is based upon estimates of fair values of unproved properties, proved 
reserves, petroleum and natural gas prices, future costs and other assumptions. These estimates are subject to measurement uncertainty and the effect 
on the consolidated financial statements of changes in such estimates could be significant. 


k) Per share amounts 


Net loss per share is calculated using the weighted average number of shares outstanding during the period. Diluted net loss per share is calculated 
using the treasury stock method to determine the dilutive effect of stock options and performance warrants. The treasury stock method assumes that 
the proceeds received from the exercise of “in the money” stock options and performance warrants are used to purchase shares at the average market 
share price during the period. 
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3. Capital Assets 


December 31, 2006 
Accumulated 


Depletion, Net 

Deprecation & Book 

Cost Amortization Value 

Petroleum and natural gas properties and equipment $ 31,444 $ 1,508 $ 29,936 
Furniture and equipment ee ot oe ie 633; 247 1,386 
$ 33,077 $ te 55 $ S322 


December 31, 2005 
Accumulated 


Depletion, Net 

Deprecation & Book 

Cost Amortization Value 

Petroleum and natural gas properties and equipment $ 27,242 $ 9244 # &#&3+$ 17,998 
ee sc inment ee ea a Ce Na ee ee = a 
$ 27,574 $ 9,297 $ 18,277 


The balances as at December 31, 2006 have been adjusted to reflect that the Company has segregated assets held for sale. These assets have a 
historical cost value of $15.6 million, associated accumulated depletion of $12.5 million and a net book value of $3.1 million. 


The Company capitalized $2.5 million of general and administrative costs relating to exploration and development activities for the year ended 
December 31, 2006 (December 31, 2005 - $1.7 million). 


As a result of lower than expected production in France during the second quarter of 2006, the Company completed a review for asset impairment for 
the France full cost pool, including the St. Lazare 2H and Parentis 222H wells. Based on an assessment of the deliverability and reserves associated 
with the wells and the outlook for world prices for oil and natural gas, it was determined that a $3.0 million non-cash ceiling test write-down was 
required to reflect an impairment in these assets. 


Depletion and depreciation, excluding the impairment noted above, of $2.0 million for the year ended December 31, 2006 (2005 - $1.6 million) 
relates to the depletion of the France and Canadian assets. Approximately $5.6 million in undeveloped properties (2005 - $6.0 million) in France and 
$20.0 million in Libya (2005 - $1.0 million) was excluded from the depletion calculation. 


The Company performs a review for asset impairment as required by the Full Cost Accounting Guideline, ACG-16. The Company applied a ceiling test 
to its oil and gas assets using expected future market prices of: 


Foreign 

WTI Oil Exchange Rate Brent AECO-C Gas 
Year (US$/bbl) (US/Cdn$) (US$/bbl) (Cdn$/mmbtu) 
2007 62.00 0.87 60.50 7.20 
ae Be tent oh neta ae SE ee peas aan Te 
aie DR ag itm ae es he ae eae 
S610 a ee ee sai diss 
aan eae ae ie pe EG ge 
Ae eee ae YT, Z Se ae 
5018 scien Faye ee - a 
Sain Se sistas ane 6 
onie Sih oe ae ee oe 
ania = a sete ee Coe aie ae 
2017 63.50 0.87 ae 62.00 eed 9.10 
Thereafter +2%/year aie “\Osr = 42% /year +2%/year 
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4. Asset Retirement Obligations 


The Company records the fair value of legal obligations associated with the retirement of all of its long-lived tangible assets, including its producing well 
sites but excluding the assets associated with the Bottrel royalty for which the Company has no retirement obligations. The estimation of these costs is 
based on engineering estimates using current costs and technology and in accordance with current legislation and industry practice. 


Verenex has recognized a thirty-seven thousand dollar liability associated. with the St. Lazare 2H and Parentis 222H wells. These costs are assumed to 
be paid in 40 to 45 years. The Company used a credit risk adjusted risk-free rate of 8% and an inflation rate of 1.5% to calculate the net present value 
of the future retirement obligation. The Company’s gross obligation is currently estimated at approximately 0.4 million (approximately 0.3 million). 


5. Related Party Transactions 


Vermilion REP SAS (“VREP”) is a 100% owned subsidiary of Vermilion Energy Trust (“VET”). VET is a significant shareholder in Verenex. VREPR as 
contract operator in France, paid for various expenditures on behalf of Verenex. These transactions were measured at the exchange amount being 
the consideration established and agreed to by the related parties. These transactions were undertaken under the same terms and conditions as 
transactions with non-related parties. Amounts due to related parties are comprised of an amount due to VREP The balance has declined as a result 
of payments made to date. 


The Bottrel GORR is a gross overriding royalty on VET’s share of production from specific wells at Bottrel, Alberta. The Bottrel GORR provided $1.0 million 
of royalty income during the year ended December 31, 2006 (2005 - $1.4 million). 


Verenex entered into a Technical and Administrative Services Agreement with Vermilion Resources Limited (“Vermilion”) on June 28, 2004, whereby 
Vermilion provides certain financial and administrative services at a cost of twenty thousand dollars per month and certain technical, marketing and 
other services at cost plus 5%, for a period of eighteen months ending December 31, 2005. The Agreement is automatically renewed for one-year 
periods, unless one party provides three months notice not to renew. Effective January 1, 2006, the monthly charge was amended to eliminate the 
services provided for the Canadian financial and administrative services, reducing the monthly charge to ten thousand dollars per month in support of 
the France operations. During the year ended December 31, 2006, Verenex was billed one hundred and twenty thousand dollars (2005 - two hundred 
and forty thousand dollars) for services provided under this Agreement. 


The Company completed negotiations with Vermilion in the second quarter of 2006 for the early termination of its current office lease. The Company 
received a lump sum payment of $0.4 million in June 2006. 


On October 12, 2006, the Company's wholly owned subsidiary, Vermilion Exploration SAS (“VEX”), entered into an agreement with VREP for the sale 
of its 95% participating interest in the Marvilliers Permit, including the St. Lazare 2H well, and in two drilling spacing units in the Parentis Concession, 
including the Parentis 222H well, located in France for Cdn $3.5 million. (See note 15) 


6. Taxes 
Taxes disclosed in Consolidated Statements of Loss and Deficit relate to capital taxes. 


The Company has an unrecognized future income tax asset of $2.3 million (December 31, 2005 - $4.3 million) relating to the difference in the carrying 
values and the tax bases of the assets in France (2006 - $nil; 2005 - $2.7 million) and Canada (2006 - $2.3 million; 2005 - $1.6 million). 


As at December 31, 2006 the Company had estimated tax losses of approximately $3.6 million in Canada (2005 - $1.7 million) and approximately 
Canadian equivalent $13.5 million (2005 - $10.5 million) in France. The Canadian tax losses expire between 2014 and 2016 and the France tax 
losses have no expiry date. No future tax benefit has been recorded relating to these tax losses. 
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7. Share Capital 


Authorized 


Unlimited number of common shares 
Unlimited number of preferred shares 


Issued 


Share issue costs 


Share issue costs 


and options exercised 


Contributed Surplus 


January 1 opening balance 
Stock compensation expense 


Number of Shares Amount 

Opening balance as at January 1, 2005 22,514,600 $ 35,308 
Issued for cash on warrant and option exercise 153,333 424 
Issued through financing for cash 8,162,500 26,120 
re (1,435) 

Transferred from contributed surplus on warrant and option exercise 143 
Opening balance as at January 1, 2006 30,830,433 $ 60,560 
Issued through financing for cash amie 5,187,500 33,200 
Issued for cash on warrants and options exercised 102,958 261 
(1,592) 

Transferred from contributed surplus on warrants 7 

S37 

Balance as at December 31, 2006 36,120,891 $ 92,566 
December 31, 2006 December 31, 2005 

$ 3,592 $ 471 

o. 9 2.071 3,264 

Reversed on cancellation of unvested options -. (89) = 
Reversed on cancellation of unvested performance warrants _ (26) - 
Reversed on cancellation of unvested SAR’s pon ae (9) = 
Transferred to share capital on performance warrant and option exercise (137) (143) 
$ 5,402 $ 3,592 


December 31 ending balance 


8. Stock Compensation Plan 


a) The Company has a stock option plan that allows the directors, officers and employees of the Company to be granted rights to acquire common 
shares of the Company. Shareholders approved an amendment to the Company’s Stock Option Plan (“the Plan”) at the Company’s Annual General 
Meeting on May 4, 2005. Under the amendment, the Company adopted a “rolling” stock option plan that reserves a maximum of 10% of the aggregate 
number of issued and outstanding common shares. The Plan previously in place reserved a fixed number of common shares. Shareholders approved 
an additional amendment to the Plan at the Company's Annual General Meeting on May 3, 2006 to authorize the Board of Directors to increase the 
term of option grants to up to ten years from five years. The terms of the amended Plan are otherwise unchanged. The current outstanding terms for 


options has not been amended for this change in the Plan. 


Stock option exercise prices are equal to the market price for the common shares on the date immediately prior to the date the stock option is granted. 
Stock options currently granted vest over three years and expire five years after the grant date. 


The assumptions used in the computation of the fair value of the stock options granted in 2005 and 2006 are as follows: 


Risk free interest rate 
Expected dividends 
Expected life 
Volatility 


The fair value of the options granted during 2006 is $2.74 (2005 - $1.72). 


Stock 
Options 
4.5% 

nil 

5 years 
50% 
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The following table summarizes information about the stock option plan: 


Opening balance, January 1, 2005 
Granted 

Exercised 

Cancelled 


Number of Stock 
Options 


oe 
eee 


Geese 


(106,667) 


Opening balance, January 1, 2006 
Granted 

Exercised 

Cancelled 


oe 
eee 
oe) 


(308,667) 


Closing balance, December 31, 2006 


3,423,000 


The following table summarizes information about options outstanding and exercisable as at December 31, 2006: 


Remaining 

Options Contractual Life Exercisable 
Exercise Price ($) Oustanding (years) Options 
200300 ae 1,219,000) of ae eee oe ee snus 8 10,000 
3.01 - 3.50 900,000 3.9 300,000 - 
3.51 - 4.00 440,000 4.4 - 
4.01 - 4.50 ee esto on ie Soe “ : 
4.51 - 5.00 cnt50,000 oe ie, 36,667) 
6.51 - 7.00 703,000 52 - 
2.50 - 7.00 3,423,000 Shih 1,146,667 


b)The Company has also issued performance warrants. One-half of the performance warrants became exercisable if the holder continued in their 


For the year ended 
December 31, 2006 


Weighted Average 


Exercise Price 
$e 
3.54 

2.50 

2.50 

i 2 
| 5.62 
2.55 

3.59 

$ 3.87 


Remaining 
Contractual Life 
(years) 
oe 

30) 


capacity with the Company until April 15, 2005 and if at any time during the term, the one-month weighted average trading price of the shares is equal 
to or greater than $3.75 per share. One-half became exercisable if the one-month weighted average trading price of the shares is equal to or greater 
than $4.25 per share and the holder continues in their capacity until April 15, 2006. The performance warrants expire at the close of business on June 


28, 2011. 


The performance warrant vesting conditions relating to the weighted average trading price of $3.75 and $4.25 were satisfied in the first quarter of 


2005. As a result, the vesting period over which the compensation costs were amortized was reduced and a non-cash expense in the amount of $1.8 
million was charged in the first quarter of 2005 to reflect the acceleration in the vesting period. 


There were no performance warrants issued in 2006. The assumptions used in the computation of the fair value of the performance warrants for 2005 


are as follows: 


Risk free interest rate 
Expected dividends 
Expected life 
Volatility 
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Performance 
Warrants 


4.5% 
nil 

7 years 
50% 


The following table summarizes information about the performance warrants: 


For the year ended 
December 31, 2006 


Number of Weighted 

Performance Average 

Warrants Exercise Price 

Opening balance, January 1, 2005 1,944,250 $ 2.50 
Granted | | 112500 3.40 

Exercised _ 3 (55,000) 2.50 

Cancelled (55,000) 2.50 

Opening balance, January 1, 2006 1,946,750 $ 255 

Exercised , ar (49,625) 2.52, 

Cancelled (19,625) 2255 

Closing balance, December 31, 2006 1,877,500 $ 255 


The following table summarizes information about performance warrants outstanding and exercisable as at December 31, 2006: 


Performance Remaining Exercisable Remaining 

Warrants Contractual Life Performance Contractual Life 

Exercise Price ($) Oustanding (years) Warrants (years) 
2.50 - 3.00 snd E000 ml 1,765,000 45, 
3.01 - 3.50 112,500 5.0 56,250 5.0 
2.50 - 3.50 1,877,500 4.5 1,821,250 4.5 


For the year ended December 31, 2006, non-cash stock compensation expense related to stock options and performance warrants was $1.5 million 
(December 31, 2005 - $3.3 million). 


The fair value of the performance warrants granted during 2005 was $1.85. 


c) During the fourth quarter of 2005, 410,000 share appreciation rights were granted to three employees at an exercise price of $3.24. Each right 
entitles the participant to receive from the Company an amount equal to the positive difference, if any, obtained by subtracting the assigned amount 
from the closing trading price of the common shares on the Toronto Stock Exchange, subject to a maximum difference as set forth in the individual grant 
contracts. The share appreciation rights vest over three years. During the second quarter of 2006, 110,000 share appreciation rights were cancelled. As 
at December 31, 2006, the trading price of the Company's stock on the Toronto Stock Exchange was $6.69. Therefore $0.4 million in non-cash costs 
have been recognized for the period ended December 31, 2006 (2005 - $nil). 


9. Per Share Amounts 


Year Ended Year Ended 

December 31, 2006 December 31, 2005 

Weighted average number of common shares outstanding _ is 31,020,555 PPM EPA ES 
Shares issuable pursuant to stock options ah) The x) 1,490,769 695,689 
Shares issuable pursuant to performance warrants 1,186,844 850,081 
Weighted average number of diluted common shares outstanding 33,698,168 24,517,041 


The weighted average diluted shares outstanding include all stock options in the money from the date of grant or the beginning of the period. The 
weighted average diluted shares include the performance warrants which are treated as contingently issuable shares and are included from the 
beginning of the period that all of the conditions for issue were satisfied. 


The impact ot options and performance warrants is not included in the calculation of net loss per share as they would be anti-dilutive. 
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10. Segmented Information 

The Company operates in three different geographical locations and has chosen to disclose key financial data based on those jurisdictions. Where not 
specifically identified, income statement line items, such as interest revenue, relate to Canada. Any allocations of costs between segments are done at 
cost and based on time allocated to the various projects. 


Year Ended Year Ended 
December 31, 2006 December 31, 2005 


Petroleum & natural gas revenues, net: 


Canada = Me ee 
France 2ea25 720 
$ 3212 $ 2,118 
Net loss: eidatwaa ‘ SPEDE Neer 3 a és = Spa ctaahitene 
Canada ae (1579), 3342) 
France (2,285) (7,795) 
$ (3,864) $ (11,137) 
Funds flow generated from operations : Taine 7 a - a mist: Ne a 
Canada = —— “285 603 
France 1,542 338 
$ 2,197 $ 941 
Capital expenditures: te SMimes, nS 
Canada aes oe, 1.168 cunannl e 
France ae ee Bac ei PAE ph oa RN Rs Cee rs se eae ee 1,765 
Libya 19,314 1,917 
$ 21,096 $ 10,952 
Changes in non-cash investing working capital (7,640) (666) 
Net investment $ 13,456 $ 10,286 


December 31, 2006 December 31, 2005 


Identifiable assets: 


Canada ; “ordi yeas: $ 46,142 $ 38,406 — 
France | che ee ee 13,804 
Libya 44,084 2,411 

$ 100,274 $ 54,621 


11. Financial Instruments 


The carrying values of cash and cash equivalents, accounts receivable, accounts payable and accrued liabilities and the amount due to related party 
approximated their fair values as at December 31, 2006 as a result of the short-term nature of these instruments. 


The oil and gas industry is subject to risks including fluctuations in foreign exchange rates and commodity prices. The Company's operating results 
and financial condition will be dependent on the prices it receives for oil and natural gas production. Oil and natural gas prices have fluctuated during 
recent years and are determined by supply and demand factors, including weather and general economic conditions as well as conditions in other 
oil and natural gas regions. While Verenex manages its operations in order to minimize exposure to these risks, the Company has not entered into any 
derivatives or contracts to hedge or otherwise mitigate these fluctuations. 
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12. Statements of Cash Flow 


Year ended Year ended 
Changes in non-cash working capital: December 31, 2006 December 31, 2005 
Accounts receivable $ 359 $ (aa 
Inventory rt 13 (74) 
Prepaid expenses and other : yet bi: (123) (10) 
Joint venture receivable raeeiire ¥ - ' ie , (2,292) - 
Accounts payable and accrued liabilities a Oey s ee s i00s4 666 
Due to related party : oe ee | (1,141) (7,777) 
Taxes payable (73) “3 45 
$ 6,777 $ (6,439) 

Changes in non-cash working capital relating to: 
Operating activities $ 317 $ 420 
Investing activities 7,640 666 
Financing activities (1,180) (525) 
$ 6,777 $ (6,439) 


13. Commitments and Contingencies 
Payments Due by Period 


Thirteen to More than 

Next Twelve Thirty-Six Thirty-Six 

Contractual Obligations Total Months Months Months 
Operating Leases $ 1,608 $ 415 $ 698 $ 495 
Work Program Commitments in Libya paern 1,250 - = 1,250 
Total Contractual Obligations $ 2,858 $ 415 $ 698 $ 1,745 


Office leases 


On June 12, 2005, Verenex Energy Area 47 Libya Limited, a 100% owned subsidiary of Verenex, entered into a one-year contract effective October 1, 
2006 to sublease office space in Tripoli, Libya at a cost of approximately twenty-one thousand, eight hundred and eighty-three dollars per month, six 
months payable in advance. The Company was required to provide a security deposit equivalent to two month’s rent. The Company has the option to 
extend the term of the lease for an additional term under the same terms and conditions subject to the Landlord’s ability to increase the rent by no 
more than ten percent. Under the terms of the Joint Operating Agreement with Medco, 50% of these costs are expected to be recoverable. 


Effective May 1, 2005, the Company agreed to sublease additional floor space in Calgary from Vermilion. The terms of the amended agreement provide 
office space at a cost of six thousand, three hundred and thirty-nine dollars per month plus a monthly operating cost charge of six thousand, one 
hundred and twelve dollars per month. This agreement expires October 30, 2007. 


The Company completed negotiations with Vermilion in the second quarter of 2006 for the early termination of its current office lease in Calgary. In 
return for a lease buy-out, the Company received a lump sum payment of $0.4 million in June 2006. Effective March 14, 2006, the Company agreed to 
lease floor space in Calgary commencing June 1, 2006. The terms of the agreement provide office space at a cost of nineteen thousand, nine hundred 
and twenty-eight dollars per month plus a monthly operating cost charge of nine thousand, one hundred and seventy-five dollars per month. 


Libya 

On January 30, 2005 the Company announced it had been selected as a successful bidder in Libya’s Bid Round 1 for an Exploration and Production 
Sharing Agreement (“EPSA’). Verenex has the right to explore for oil and gas in Area 47, a 6,182 square kilometre area in the Ghadames Basin in 
northwest Libya. Verenex is the Operator with a 50% interest in Area 47 in partnership with Medco, which holds the remaining 50% interest. The EPSA 


sets out the required minimum work program during the initial 5-year exploration and appraisal period and defines the terms for development, during 
a 25-year exploitation period, of any commercial discoveries made during the initial 5-year period. 
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Under the terms of the EPSA for Area 47, Verenex and Medco (“the contractor group”) are required to acquire new seismic, including 1,000 kilometres 
of 2-D and 200 square kilometres of 3-D, and drill three exploration wells during the 5-year exploration and appraisal period. All exploration and 
appraisal costs during this period, including the minimum commitment program and any additional seismic and drilling, will be borne 100% by Verenex 
and Medco. If the minimum commitment program is not carried out, the contractor group will be liable for a specified unit cost for seismic and wells 
which in aggregate is a maximum of approximately US $20 million (US $10 million net to Verenex). 


If a discovery is made on the block and the Parties (the Libyan National Oil Corporation (“NOC”) and the contractor group) unanimously agree that it 
is commercial, a joint operating company would be established to operate the discovery. Development capital expenditures would be shared 50% by 
the contractor group and 50% by the NOC. Operating costs would be shared on the basis of the production allocation split, with the contractor group 
paying 13.7% of these costs and the NOC 86.3%. The NOC pays 100% of all royalties and Libyan taxes incurred on each discovery, including the 
contractor group share. 


The contractor group awarded a Canadian equivalent $9.0 million (US $7.5 million) (gross) (Cdn $4.5 million net to Verenex) contract for its 2006 
seismic program and work began in late December 2005. This contract has now been completed and the Contractor group has met its seismic 
obligations under the EPSA. In addition, contracts have been awarded to purchase casing, tubulars and wellhead equipment in advance of the 
2006/2007 drilling program in the amount of $8.2 million (US $7.2 million) (gross) (Cdn $4.1 million net to Verenex). As at the end of December 
2006, approximately $7.5 million (gross) ($3.8 million net to Verenex) of the inventory had been shipped to Libya. 


On August 24, 2006 the Company entered into a long term contract with |.L.I. Corporation, a subsidiary of KCA DEUTAG Drilling GmbH (“KCA DEUTAG”) 
for Service Rig 32 to complete and test new wells, drill shallow water wells and to carry out other well work. The initial one-year term of the contract 
commences on the start of any well operations, but no later than January 1, 2007. The contract can be extended at the option of the Company for three 
additional one year periods, subject to 60 days notice prior to the start of each one year period. In the event of early termination of the contract, the 
Company is liable for a Termination Fee of US $0.15 million, if the termination occurs up to the point in time that the first nine.months of uninterrupted 
operations has been completed, plus any costs incurred to date and demobilization costs. The termination fee is reduced to zero at the commencement 
of the tenth month of uninterrupted operations. 


14. Restricted Cash 


On April 11, 2006 the Company announced it had executed contracts for two drilling rigs for its operations in Area 47 in Libya. The first rig ODE Rig 
28 spudded the Company's first well on September 29, 2006. The Company's second contracted drilling rig, KCA DEUTAG Rig T-19, arrived in Libya in 
January 2007 and has been assigned to another operator until early in the third quarter of 2007. 


Both contracts include an initial two-year term, with two one-year extension options exercisable by the Company. Under the contract terms, the Company 
retains the ability to assign the rigs to third parties, with the approval of the contractor, if circumstances warrant. Maximum early termination exposure 
under the two contracts in aggregate is US $12.0 million (net Verenex 50% share Cdn $6.8 million). 


The contracts require that Letters of Credit (“LC’s”) be entered into in support of maximum termination amounts, which vary over the life of the contract. As 
a result, the Company has issued two letters of credit (“LC’s”) relating to the signing of the drilling contracts that back-stop early termination provisions. 
The first LC expires on November 13, 2008 and required that cash collateral of US $4.6 million (gross) be put in place as at December 31, 2006. The 
second LC expires on April 30, 2009 and is supported by cash collateral of US $7.2 million (gross) as at December 31, 2006. The LC’s reach a maximum 
amount of US$ 12.0 million (gross) in aggregate at the projected spud dates, after which the LC amounts decline as the rigs are worked. 


The Company has received funds from its partner, Medco, for its 50% share of the cash collateral and the total amount of cash provided as support 
for the LC’s, in the amount of $13.6 million, has been reflected as restricted cash on the balance sheet. The joint venture payable related to restricted 
cash amounting to $6.8 million due to Medco has also been segregated on the balance sheet. Discussions are currently underway to provide other 
forms of security for the Letters of Credit to free up the restricted cash. 


On September 22, 2006, the Company signed a Letter of Intent (“LOI”) with RWE Dea NA/ME GmbH (“RWE”) to sub-contract the KCA DEUTAG Rig 
T-19. The LOI contains provision for RWE and Verenex to negotiate terms to effect the assumption by RWE of up to 25% of the security provided in 
support of the second LC noted above. A formal assignment agreement has been executed between Verenex, RWE and KCA DEUTAG with an effective 
date of January 15, 2007. 


15. Assets Held for Sale 


On October 12, 2006, the Company’s wholly owned subsidiary, Vermilion Exploration SAS (“VEX”), entered into an agreement with Vermilion Rep SAS 
(“VREP”), a French subsidiary of Vermilion Energy Trust, for the sale of its 95% participating interest in the Marvilliers Permit, including the St. Lazare 
2H well, and in two drilling spacing units in the Parentis Concession, including the Parentis 222H well, located in France for $3.5 million. The parties 
have executed a sale and purchase agreement, effective July 1, 2006, which is subject to all conditions precedent, including the receipt of all necessary 
regulatory approvals. VREP holds the remaining 5% interest in these lands and wells. 
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